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EXPOSURE DRAFT
PROPOSED STATEMENT ON AUDITING
STANDARDS: SEGMENT INFORMATION
AUGUST 31, 1977

Issued by the Auditing Standards Executive Committee of the
American Institute of Certified Public Accountants
For Comment From Persons Interested in Auditing and Reporting

Comments should be received by October 3 1 , 1977 and addressed to
Auditing Standards Division, File Ref. No. 4320
AICPA, 1211 Avenue of the Americas, New York, N.Y. 10036

AICPA

American Institute of Certified Public Accountants
1211 Avenue of the Americas, New York. New York 10036

(212) 575-6200

August 31, 1977
To Practice Offices of CPA Firms ; Members
of Council; Technical Committee Chairmen;
State Society and Chapter Presidents,
Directors and Committee Chairmen; Organizations
Concerned With Regulatory, Supervisory or
Other Public Disclosure of Financial
Activities; Persons Who Have Requested Copies:

An exposure draft of a proposed Statement on Auditing Standards on
"Segment Information" accompanies this letter.
The proposed Statement provides guidance to an auditor in examining and
reporting on financial statements that are required to include segment
information in conformity with FASB Statement No. 14, "Financial Reporting
for Segments of a Business Enterprise."
According to the proposed Statement, an examination made for the purpose of
expressing an opinion on financial statements taken as a whole ordinarily
would not be sufficient to enable the auditor to express a separate opinion
on the segment information. It states that the objective of auditing
procedures applied to segment information should be to provide the auditor
with a reasonable basis for concluding whether the information is presented
in conformity with FASB Statement No. 14 in relation to the financial
statements taken as a whole. Although the auditor's materiality judgments
with respect to segment information would relate to the financial statements
taken as a whole and not to any one particular segment, the proposed Statement
notes that situations may arise in practice where the auditor will conclude
that a matter relating to segment information is material to the financial
statements taken as a whole even though, in his judgment, it is quantitatively
immaterial to those financial statements.
The Statement, if adopted, would require the auditor to apply certain
auditing procedures to segment information presented in financial statements.
Also, it recognizes that it may be necessary for the auditor to modify the
audit tests that would otherwise be applied to the financial statements taken
as a whole if those statements include segment information, and it identifies
factors that should be considered by the auditor in making that determination.
In addition, the proposed Statement provides guidance on the auditor's
reporting responsibilities in connection with segment information.
Comments and suggestions on any aspect of the enclosed draft are sought and

will be appreciated. They should be addressed to the Auditing Standards
Division, File Ref. No. 4320, at the AICPA in time to be received by October 31,
1977. The Auditing Standards Executive Committee will be particularly
interested in the reasoning underlying comments and suggestions.

Sincerely,

Philip B. Chenok, Chairman
Auditing Standards Division

Thomas P. Kelley, Director
Auditing Standards Division

PROPOSED STATEMENT ON AUDITING STANDARDS
SEGMENT INFORMATION1

1. FASB Statement of Financial
Accounting Standards No. 14, "Financial Reporting for Segments of
a Business Enterprise," requires the
inclusion of certain information
a b o u t an entity's operations in different industries, its foreign operations a n d export sales, a n d its
major customers (referred to in this
Statement as segment
information)
in a n n u a l 2 financial statements that
are intended to present
financial
position, results of operations, and
changes in financial position in conformity with generally accepted accounting principles. Disclosure of
segment information requires the
disaggregation of certain significant
elements of an entity's
financial
statements, such as revenue, operating profit or loss, identifiable assets, depreciation, and capital expenditures. This Statement provides guidance to an auditor in
examining a n d reporting on financial statements that are required to
include segment information in
conformity with FASB Statement
No. 14.
2. Segment information is one of
the disclosures required b y generally accepted accounting principles
as an integral p a r t of
financial
statements. T h e purpose of segment information is stated in parag r a p h 5 of FASB Statement No. 14:
The purpose of the information
required to be reported by this
Statement is to assist financial statement users in analyzing and under1

The meaning of the term "segment information" in this Statement differs from
that of the term "segment" in footnote 2
of SAS No. 14, "Special Reports."
2
Paragraph 4 of FASB Statement No. 14
specifies the circumstances in which
segment information should also be included in interim financial statements.

standing the enterprise's financial
statements by permitting better
assessment of the enterprise's past
performance and future prospects.
. . . information prepared in conformity with this Statement may be
of limited usefulness for comparing
a segment of one enterprise with a
similar segment of another enterprise.

financial
statements taken as a
whole. However, as with other
elements of financial statements, t h e
materiality of segment information
does not d e p e n d entirely on relative size; the concept involves qualitative as well as quantitative judgments. (A discussion of materiality as it relates to the; auditor's
report is included in p a r a g r a p h 8
of this Statement.)

Auditor's Objective
3. In examining financial statements in accordance with generally
accepted auditing standards, an
auditor applies auditing procedures
that he believes are appropriate to
enable him to express an opinion
on the financial statements taken as
a whole. T h u s , an examination
m a d e for t h e purpose of expressing
an opinion on financial statements
taken as a whole ordinarily would
not b e sufficient to enable the auditor to express a separate opinion
on segment information included
therein (see paragraphs 14 and
15). T h e objective of auditing procedures applied to segment information should b e to provide the
auditor with a reasonable basis for
concluding whether the information
is presented in conformity with
FASB Statement No. 14 in relation
to the financial statements taken as
a whole.

Auditing Procedures
4. T h e auditor applies the concept of materiality, discussed in
section 150.04 of SAS No. 1, in determining the nature, timing, and
extent of auditing procedures to
b e applied in a n examination of
financial statements. Materiality of
segment information is evaluated
primarily by relating the dollar magnitude of the information to the
5

5. T h e auditing procedures a p plied in an examination of financial
statements include tests of t h e underlying accounting records. In
performing those tests, t h e auditor
should consider the classification of
transactions and balances a m o n g
industry and geographic segments
if the financial statements include a
presentation of segment information.
6. Further, it may b e necessary
for the auditor to modify the nature, timing, or extent of selected
audit tests that would otherwise
b e applied to the financial statements taken as a whole. For example, in planning his examination
the auditor m a y decide to select inventories for physical observation
on the basis of industry or geographic segments. Factors such as
the following should b e considered
b y the auditor in determining
whether his procedures should b e
modified:
a. Internal accounting control
a n d the degree of integration,
centralization, and uniformity
of the accounting records.
b. T h e nature, number, and relative size of industry a n d geographic segments.
c. T h e nature and n u m b e r
subsidiaries or divisions

of
in
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each industry and geographic
segment.
d. The accounting principles
used for the industry and geographic segments.
7. In addition, the auditor should
apply the following procedures to
segment information presented in
financial statements:
a. Inquire of management concerning its methods of determining segment information,
and evaluate the reasonableness of those methods in relation to the factors identified
in FASB Statement No. 14 for
those determinations. 3
b. Inquire as to the bases of
accounting for intersegment
sales or transfers and test, to
the extent considered necessary, intersegment sales or
transfers for conformity with
the bases of accounting disclosed.
c. Test the disaggregation of the
entity's financial statements
into segment information. The
tests should include an analytical review of the segment
information and resulting inquiry concerning relationships
and items that appear to be
unusual. The analytical review should include (1) a
comparison of the currentyear segment information with
that of the previous year and
any related budgeted information for the current year, and
(2) a consideration of the interrelationships of elements of
the segment information that
would be expected to conform
to a predictable pattern based
on the entity's experience (for
example, operating profit as
3

Factors to be considered in determining
industry segments are discussed in Appendix D of FASB Statement No. 14.
Paragraph 34 of that Statement describes
factors to be considered in grouping the
countries in which an entity operates
into geographic segments. Paragraph 12
of FASB Statement No. 14 explicitly
recognizes that "determination of an
enterprise's industry segments must depend to a considerable extent on the
judgment of the management of the
enterprise."

DRAFT

a percentage of both total
revenue and identifiable assets by industry or geographic
segment).
d. Inquire as to the methods of
allocating common operating
expenses and assets used
jointly by two or more segments, evaluate whether such
methods are reasonable, and
test the allocation to the extent considered necessary.
e. Determine whether the segment information has been
presented consistently from
period to period and, if not,
whether the nature and effect
of the inconsistency are disclosed and, if applicable,
whether the information has
been retroactively restated in
conformity with FASB Statement No. 14.
Reporting
8. The auditor's standard report
on financial statements prepared in
conformity with generally accepted
accounting principles implicitly applies to segment information included in those statements in the
same manner that it applies to
other informative disclosures in the
financial statements that are not
clearly marked as "unaudited." The
auditor's report would be affected
if his examination revealed a matter
relating to the segment information
that is material in relation to the
financial statements taken as a
whole. The auditor should consider
qualitative as well as quantitative
factors in evaluating whether a matter relating to the segment information is material to the financial statements taken as a whole. The significance of a matter to a particular
entity (for example, a misstatement
of the revenue and operating profit
of a relatively small segment that
is represented by management to
be important to the future profitability of the entity), the pervasiveness of the matter (for example,
whether it affects the amounts and
presentation of numerous items in
the segment information), and the
impact of the matter (for example,
whether it distorts the trends reflected in the segment information)

should all be considered in judging
whether a matter relating to segment information is material to the
financial statements taken as a
whole. Accordingly, situations may
arise in practice where the auditor
will conclude that a matter relating
to segment information is material
to the financial statements taken as
a whole even though, in his judgment, it is quantitatively immaterial
to those financial statements.
9. Misstatement or Omission of
Segment Information. If the auditor's examination reveals a misstatement in the segment information that is material in relation to
the financial statements taken as a
whole and that misstatement is
not corrected, the auditor should
modify4 his opinion on the financial
statements because of a departure
from generally accepted accounting
principles. If the entity declines to
include in the financial statements
part or all of the segment information required to be disclosed, the
auditor should modify his opinion
on the financial statements because
of inadequate disclosure and should
describe the type of information
omitted. It is not appropriate to require the auditor to provide the
omitted information in his report. 5
4

The term "modify" in this context means
to express a qualified or an adverse
opinion.

5

In view of the provisions of this sentence, the following changes are m a d e :
The first sentence of section 430.04
of SAS No. 1, the third sentence of
section 545.01 of SAS No. 1, and the
second sentence of paragraph 17 of
SAS No. 2 are amended to read:
If the financial statements, including accompanying notes, fail to disclose information that is required by
generally accepted accounting principles, the auditor should express a
qualified or an adverse opinion because of the departure from such
principles and should provide t h e
information in his report, if practicable, unless its omission from t h e
auditor's report is recognized as
appropriate by a specific Statement
on Auditing Standards.
The first two sentences of section
545.05 of SAS No. 1 are amended to
read:
If the financial statements, including
accompanying notes, fail to disclose
information that is required by gen-
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10. Consistency.
P a r a g r a p h 67
of FASB Statement No. 14 states:

statements b e retroactively restated
if—

. . . consistency from period to
period in the methods by which an
enterprise's segment information is
prepared and presented is as important as consistency in the application of the accounting principles
used in preparing the enterprise's
consolidated financial statements.

a. T h e financial statements of
the entity as a whole have
b e e n retroactively restated.

An inconsistency in segment information m a y occur because of—
a. A c h a n g e in the basis of accounting
for
intersegment
sales or transfers or in the
methods of allocating operating expenses among industry
or geographic segments ( p a r a graphs 23, 24, and 35a of
FASB Statement No. 14).
b . A c h a n g e in the m e t h o d of
presenting a measure of profitability for some or all of the
segments (paragraphs 25 and
35b of FASB Statement No.
14).
c. A c h a n g e in accounting principle as discussed in APB
Opinion No. 20, "Accounting
C h a n g e s " ( p a r a g r a p h 27d of
FASB Statement No. 14).
d. A c h a n g e requiring retroactive restatement as discussed
in p a r a g r a p h 11 of this Statement.
11. P a r a g r a p h 40 of FASB Statem e n t No. 14 requires t h a t segment
information for prior periods that
is disclosed in comparative financial

b. T h e m e t h o d of g r o u p i n g
products and services into industry segments or of grouping
foreign operations into geographic segments is changed
and the change affects the segment information disclosed.
12. FASB Statement No. 14 requires that the nature and effect of
the changes indicated in paragraphs
10 and 11 b e disclosed in the period
of the change. If the nature and
effect of a change are not disclosed
or, if applicable, the segment information is not retroactively restated,
the auditor should modify his opinion because of the d e p a r t u r e from
generally accepted accounting principles. A modification of the auditor's report as to consistency is not
required for the changes indicated
in paragraphs 10 and 11 except for
a change in accounting principle,
in which case the auditor should
also follow the guidance in sections
420 and 546 of SAS No. 1.
13. Scope Limitation.
If t h e auditor is unable to apply to reported
segment information the auditing
procedures that he considers necessary in the circumstances, he should
qualify his opinion on t h e financial
statements taken as a whole.
Reporting
Segment

erally accepted accounting principles, the auditor should provide the
information in his report, if practicable, unless its omission from the
auditor's report is recognized as appropriate by a specific Statement on
Auditing Standards. It is not appropriate to require an auditor to prepare a basic financial statement (a
statement of changes in financial position for one or more years) and
include it in his report if an entity
declines to present the statement.

Separately on
Information

14. T h e auditor examining financial statements in accordance
with generally accepted auditing
standards considers segment information, as other informative disclosures, in relation to the financial
statements taken as a whole, and is
not required to apply auditing procedures necessary to express a separate opinion on the segment infor-
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mation. However, the auditor may
b e r e q u e s t e d to report separately on
segment information, either in a
special report or as part of his report on the financial statements
taken as a whole. Paragraphs 10
through 13 of SAS No. 14, "Special
Reports," provide guidance that is
applicable to reporting separately
on segment information. T h e second standard of reporting as to
consistency applies to reporting
separately on segment information
(paragraph 10 of SAS No. 14).
Thus, the auditor should report on
the changes discussed in p a r a g r a p h s
10 and 11 of this Statement.
15. An example of an auditor's
report on comparative financial
statements including a separate report on segment information follows.
We have examined the balance
sheets of ABC Company as of December 31, 19X2 and 19X1, and the
related statements of income, retained earnings, and changes in
financial position for the years then
ended. We have also examined the
accompanying segment information
in [Schedule A] relating to the
Company's operations in different
industries, its foreign operations and
export sales, and its major customers
for the years 19X2 and 19X1. Our
examinations were made in accordance with generally accepted auditing standards and, accordingly,
included such tests of the accounting records and such other auditing
procedures as we considered necessary in the circumstances.
In our opinion, the financial
statements referred to above present
fairly the financial position of ABC
Company as of December 31, 19X2
and 19X1, and the results of its
operations and the changes in its
financial position for the years then
ended, in conformity with generally
accepted accounting principles applied on a consistent basis. Also, in
our opinion, the segment information referred to above is presented
fairly in conformity with generally
accepted accounting principles applied on a consistent basis.

